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The Office of Personnel Management (OPM) plans to privatize its Investigations 
Service. Because OPM had not analyzed the long-term costs of privatizing the 
Service, in July 1995, Congress required it to conduct a cost analysis before 
proceeding with privatization. Congress also required us to determine whether the 
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assumptions and methodology used for the analysis were reasonable.’ This letter 
responds to that requirement. 

BACKGROUND 

The Investigations Service performs, at the request of federal agencies, background 
investigations of federal employees, contractors, and applicants to provide a basis for 
determining (1) an individual’s suitability for federal employment and (2) whether an 
individual should be granted a clearance for access to national security information. 
OPM’s plan would privatize this function through the establishment of a private 
corporation, to be known as the US Investigations Services, Inc. (USIS). 

Former Investigations Service employees would own USIS by means of an employee 
stock ownership plan. OPM has contracted with USIS for the latter to conduct all 
background investigations currently being done by OPM. OPM envisions that USIS 
also would do background investigations for state and local governments and private 
organizations. 

The Office of Management and Budget (OMB) has published a cost comparison 
methodology that agencies can use when determining whether to perform a function 
or to outsource it. OMB Circular A-76, together with a supplemental handbook, 
provides the methodology and a list of cost items for making the cost comparison.” 

OPM hired a consulting firm, Kormendi\Gardner Partners, to perform the cost analysis. 
The consultant analyzed information and data provided by OPM and two private 
companies to measure whether privatizing the Investigations Service-on the terms and 
conditions that OPM detailed-would be to the federal government’s financial 
advantage. The two private firms were USIS’ proposed trustee and the trustee’s 
financial advisor. 

The consultant gave a draft report to OPM in December 1995 and issued its final 
report to OPM in March 1996.3 The consultant concluded that “the proposed 

‘House Report 104-183 and Senate Report 104-121. 

‘The circular is titled Performance of Commercial Activities. The related handbook is 
titled Cost Comnarison Handbook. 

3Kormendi\Gardner Partners, The Benefits and Costs of the ESOP IEmnlovee Stock 
Ontion Plan1 Privatization of the Office of Personnel Management Investigations Service 
(Washington, D.C.: March 5, 1996). 
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privatization will cost the federal taxpayers considerably less than the current 
arrangements for providing investigations services to OPM’s client federal agencies.” 
These savings would come from the government (1) paying less for investigations 
services, (2) paying less in pension costs for Investigations Service employees who are 
to lose their federal employment after privatization, and (3) receiving corporate 
income taxes from USIS. The savings would be reduced, however, by the cost of 
severance pay to those terminated federal employees who qualify. 

The consultant developed a range of estimated savings under three assumptions: 
“conservative, ” “reasonable,” and “optimistic.” All of the estimates were expressed in 
net present-value terms and should not be confused with budget savings, which are 
estimated on the basis of cash rather than present value.4 The consultant said 
privatizing the Investigations Service as proposed by OPM would save taxpayers in the 
range of $60 million (under its conservative assumptions) to $120 million (under its 
optimistic assumptions). - _. 

We reviewed both the draft and final report of the cost study. In January and April 
1996, we discussed with Kormendi\Gardner and OPM our concerns with certain 
assumptions used in preparing the draft and final report. Our views on the final report 
are summarized below and detailed in enclosure I. 

RESULTS 

Using OMB Circular A-76 as our guide for comparison, we consider the assumptions 
and methodology used in the cost study to be generally reasonable, with two basic 
exceptions. First, we have a concern about an assumption used in the price reduction 
category, which was one of the savings categories developed by the OPM consultant. 
In developing the estimated price reduction figure, the consultant compared the prices 
the Investigations Service and USIS would charge federal customers. OPM provided 
the consultant with the data on OPM’s current prices, as well as the prices to be 
charged to federal customers under the contract with USIS. These data showed USIS 
charging lower prices than the Investigations Service to perform the same types of 
background investigations. The consultant used this pricing data in its draft and final 
reports. 

We believe there was a problem with using the current prices as those the 
Investigations Service would charge federal customers in the future. OMB Circular 

4Budget savings are only realized if the Congress has reduced appropriations and lowered 
discretionary spending caps. 
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A-76 instructs agencies to determine the most efficient and effective in-house 
operation for an activity that may be outsourced. It instructs them to use the costs 
associated with the most efficient organization as the basis for cost comparisons with 
potential contractors. However, OPM established the Investigations Service’s prices in 
1994 on the basis of historical operations, including the need to make up certain 
deficits incurred by OPM in the past. As such, the prices OPM gave to the consultant 
for use in the cost study did not reflect the Investigations Service at its most efficient. 

Although OPM may not have been required to make an efficiency assessment of the 
Investigations Service,” we believe it would have been prudent to do so, especially 
since OPM had information that raised doubts about the accuracy of this price 
estimate. For example, the OPM Inspector General reported in 1994 that OPM had 
been unable to accurately forecast the investigative workload and adjust staffing levels 
accordingly, which contributed to an operating deficit. The Inspector General also 
reported that the Investigations Service had been burdened with an excessive share of 
OPM’s overhead charges. According to the report, these factors led to an operating 
deficit and the need for the Investigations Service to raise prices in order to eliminate 
that deficit.6 

An OPM official aclmowledged that the prices given to the consultant were not 
indicative of the true costs of conducting investigations. Moreover, he said that the 
deficit had essentially been reduced and that OPM would be looking to decrease 
current prices to client organizations. Because OPM did not determine whether the 
Investigations Service could be made more efficient, there is no way to know (1) what 
pricing would reflect the Investigations Service’s costs in the future and (2) how that 
pricing would affect the consultant’s estimates of savings. 

Our second concern involves the consultant’s analysis of the reduced federal pension 
costs that would result from privatization. The study depicts these savings as all 
occurring in the first year of the privatized operations, although it recognized that 
these reduced costs would be realized over a period of many years. According to the 
consultant, since the economic event inducing the savings would take place at the 

‘An OMB official we spoke with did not think OPM was required to follow OMB Circular 
A-76 because OPM no longer wanted to perform background investigations. However, he 
believed it was important that the government’s costs reflect the most efficient 
organization in order to have an equitable comparison. 

6 Office of the Inspector General, Evaluation Renort: Svstemic Issues Contributing to 
the Financial Difficulties of the OPM Revolving Fund (August 19941. 
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time that current OPM Investigations Service employees were terminated, it was 
decided to reflect the full present value of the pension cost savings in the first year 
after privatization. 

While we do not question the consultant’s methodology in arriving at the savings, 
reflecting the full value of these savings in the first year of operation is not consistent 
with the study’s treatment of other cost elements, such as corporate income tax 
revenues and savings achieved through lower prices for investigations. Although the 
presentation does not affect the overall calculation of pension savings over time, it 
makes it difficult to assess the potential savings or loss to the government in the first 
few years after privatization or to determine when the break-even point might 
reasonably be expected to occur. 

Subsequent to issuing its final report, the consultant provided us with a revised 
estimate of the reduced pension costs spread over a period of years that is consistent 
with the treatment of other cost elements, such as corporate income tax revenues and 
savings achieved through lower prices for investigations. Spreading the reduced 
pension costs over the years suggests an estimated net loss to the government in the 
first year after privatization. On a net present value basis, it is estimated that the 
government would not realize any net savings until the fourth year of privatization.’ 
(See table 1.3.) 

Despite our reservations about the consultant’s pricing data and depiction of pension 
savings, we have no reason to question the cost study’s general conclusion that 
privatization would be likely to produce a net savings to the government in the long 
term, although the effect on the budget has not been evaluated. It is important to 
recognize, however, that any new business faces many uncertainties that can affect 
profitability. The consultant’s study points out some of these uncertainties and alerts 
the reader to them in several places. For example, the study recognizes that income 
tax revenues could be lower than anticipated if USIS’ income were to be lower than 
anticipated. Furthermore, these indirect tax effects would not be counted in 
estimating budget effects. Downsizing in civilian agencies also could reduce revenues 
by reducing the demand for USIS’ investigations. 

It is also important to recognize that, in a companion letter to be issued shortly on the 
privatization of OPM’s Investigations Service, we discuss our concerns about access to 
records. Private contractors such as USIS may have difficulty in obtaining certain 

‘The cash budget costs and savings effects would differ from those shown on a net 
present value basis. 
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records used in background investigations. OPM, to our lmowledge, has not yet 
resolved this issue. In the event that this issue is not resolved, it could have a 
negative impact on USIS’ future profitability. 

APPROACH 

To determine whether the consultant employed reasonable assumptions and an 
appropriate methodolo,T, we evaluated the savings and cost categories that formed 
the basis of the consultant’s study. To guide us in assessing the study, we used the 
cost methodolo,T provided in OMB Circular A-76 and the cost items identified in the 
A-76 handbook because they were issued by OMB to help executive agencies make 
sound cost analyses of activities that might be commercialized. We discussed the 
study’s assumptions and methodology with OPM officials responsible for the 
privatization effort and with representatives of Kormendi\Gardner. We did not verify . . 
the accuracy of the cost data that the consultant used. 

We did our work in Washington, D.C., from September 1995 to March 1996 in 
accordance with generally accepted government auditing standards. We requested 
cornmen& on a draft of this letter from the Director of OPM. Those comments follow. 

AGENCY COMMENTS AND OUR EVALUATION 

In a May 28, 1996, letter, the OPM Director provided comments on a draft of this letter 
(see enc. II). In general, the Director said OPM was pleased that we had no reason to 
question the cost study’s overall conclusion that privatization would be likely to 
produce a net savings to the government in the long term. 

The OPM Director also commented on our view that the prices OPM gave to the 
consultant for use in the cost study did not reflect the Investigations Service at its 
most efficient. In response to this point, the OPM Director said efficiency could not 
be absolutely gauged until a break-even operation was reached and maintained and 
that the Investigations Service had attained a break-even status for only about 3 of the 
last 12 years, and had been unable to sustain that level for very long. He also noted 
that the Investigations Service has no control over the amount of the work it receives 
or where the work falls geographically and that it cannot efficiently and effectively 
respond to market changes. The Director further said that, while the Investigations 
Service had developed a truly business-like orientation, it was still running a $300,000 
revolving fund deficit at the end of March 1996 and that breaking even could continue 
to be problematic given the vagaries of the investigations program. 
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We believe that securing a valid estimate of the efficiency of the Investigative Service 
is not dependent on a break-even level being reached and maintained. OMB Circular 
A-76 recognizes that agencies will need to apply certain estimates and assumptions in 
developing the most efficient in-house operation. This is what was done for USIS 
pricing. Portions of the cost analysis dealing with USIS operations, including possible 
price reductions and tax revenues, were based on forecasts and estimates, which 
cannot be absolutely gauged. In addition, we believe USIS would be confronted with 
the same uncertainties that OPM cites for the Investigations Service - that is, a lack of 
control over the amount of work it receives and where the work falls geographically. 

Further, we note that the $300,000 deficit that existed at the end of March 1996 was a 
sharp reduction from the $14.4 million deficit that existed as of the end of fiscal year 
1995. This indicates, in our opinion, that the Investigations Service was made more 
business-like and efficient and that the pricing that resulted from the new efficiency 
might have been more reflective of the cost of investigations. - _’ 

We recognize that OPM might not have been required to follow A-76 guidance. 
However, we continue to believe that the cost study would have produced a better 
estimate of the true savings if OPM had provided pricing information that more closely 
reflected the Investigations Service at its most efficient, as described in A-76 guidance. 

In commenting on our concern that the cost study depicts all savings in pension costs 
as occurring in the first year of the privatized operations, OPM noted that the 
consultant had provided us with a revised estimate of the pension costs spread over a 
period of years. 

The new information provided by the consultant satisfied our concern that pension 
costs should be spread over a period of years. As we noted in the draft letter, 
spreading the pension cost savings over time changed the initial results of the 
privatization. For example, according to the consultant’s new data, the first year of 
the privatization would produce an overall loss of $5.7 million. (See table 1.3.) This 
loss would not be recovered until the fourth year of the privatization, when a break- 
even point would be achieved. The new information was not included in the 
consultant’s study that OPM provided to Congress; that version of the study showed 
an overall savings of $7.1 million during the first year. Information showing that it 
would take 4 years to recover initial losses caused by privatization could be important 
in assisting Congress in its deliberations over the privatization of the Investigations 
Service. 

On another matter, the OPM Director cited a concern we raised about the ability of 
USIS to obtain certain records used in background investigations. We said that OPM 
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had not yet resolved this issue and that, in the event it is not resolved, there could be 
a negative impact on USIS’ future profitability. The OPM Director said that OPM was 
confident that it would be able to obtain whatever information it needed to ensure 
complete, high quality investigative products. The Director also said that OPM would 
manage the collection of data and records in a manner that would allow no 
compromise in its standards of excellence. 

We initially raised our concern about access to records in a draft letter to OPM 
dealing with noncost savings issues pertaining to OPM’s planned privatization, 
including access to records. OPM provided comments on that draft letter, including 
comments on the access-to-records issue similar to those described previously. At this 
point, we are not totally convinced that OPM has resolved all access-to-records issues. 
For example, recent discussions we held with state representatives suggested that 
there might be problems in obtaining needed background information from certain 
states. We will address this issue and OPM’s comments in our forthcoming letter on 
noncost savings issues, which will allow for a more comprehensive discussion of the 
matter. 

As agreed with your offices, we will send copies of this letter to the Directors of OPM 
and OMB and to Kormendi\Gardner Partners. We will also send copies to other 
interested parties and make copies available to others upon request. 

Please contact me at (202) 512-6594 or Richard Caradine at (202) 512-8109 if you have 
any questions or require more information. 

Associate Director 
Federal Management and 

Workforce Issues 

8 GAOIGGD-96-121R Cost Analysis: Privatizing OPM Investigations 



ENCLOSURE I ENCLOSURE I 

OUR ANALYSIS OF THE CONSULTANT’S 
FOUR CATEGORIES OF SAVINGS OR COSTS 

The OPM study reached a conclusion that privatizing the Investigations Service would 
result in significant savings to the government, ranging from at least $60 to $80 million 
under its “conservative” scenario, $80 to $100 million under its “reasonable” scenario, 
and $100 to $120 million under its “optimistic” scenario. Table I.1 is extracted from 
the study and shows the anticipated benefits and costs developed by the consultant 
under its conservative scenario, computed on the basis of the total net present value, 
due to (1) price reductions, (2) corporate income taxes, (3) pension savings, and (4) 
an offset for severance pay. 

Table 1.1: Summarv of Benefits and Costs of Privatization (in Millions> 

Note: Numbers may not add due to rounding and are expressed in present value 
terms. 

Source: OPM study dated March 5, 1996. 

What follows is a summary of how the OPM consultant arrived at these estimates and 
our observations on the methodology and assumptions used. 

PRICE REDUCTIONS 

Table I.1 shows total benefits of about $8 million over the 5-year period of the OPM- 
USIS contract (a 3-year contract period plus a possible 2-year extension) through price 
reductions by USIS. Beyond the first 5 years, a savings of $35 million is estimated, for 
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a total of about $43 million. Cost savings were calculated based on present-value 
terms and do not represent budget savings. 

The consultant calculated the costs of USIS by multiplying the projected number of 
investigations required by customer agencies by the projected costs to the agencies for 
each of the various types of investigations. To estimate the projected demand for 
investigative services, OPM used estimates from its client agencies. It then adjusted 
these projections based on OPM experience. To estimate costs for conducting 
investigations, OPM used prices set forth in the contract with USIS for each type of 
investigation that will be paid by client agencies. Because the contract states that OPM 
will provide USIS with significant support resources and wilI incur oversight and 
administrative costs, USIS will actually receive 75 percent of the prices charged. The 
remaining 25 percent will go to cover OPM costs and overhead. According to the cost 
study, the price of investigations contracted for with USIS reflect reductions that are 
to be accrued through more efficient USIS operations, as well as through the entry of 
USIS into new markets. 

To calculate the savings to the government, the prices to be charged client agencies 
under the contract with USIS were compared to estimated prices that would have 
been charged if OPM’s investigations functions continued to be performed by OPM 
employees. The cost study indicated that OPM’s prices were based on “current” 
Investigations Service prices. These prices were then used to calculate the costs that 
OPM would incur if the government were to continue the investigative function. The 
consultant based this cost calculation on the same projected demand for investigations 
used in the calculations for USIS. Comparison of total USIS costs with OPM costs on 
a present-value basis showed a significant savings by privatizing. 

Our Analvsis 

Using OMB’s A-76 cost comparison criteria to guide our analysis, we noted that the 
OPM consultant’s study generaIly incorporated the OMB-prescribed cost elements 
when comparing the cost of in-house versus contract performance of the 
investigations functions. For example, the government’s side of the cost comparison 
equation contained such costs as personnel, material and supply, and overhead. USIS’ 
costs contained such prescribed elements as the price of the contract and the cost to 
the government of administering the contract. However, our analysis indicated that 
the consultant’s cost comparison may not be based on comparable assumptions. 

Generally, a cost comparison of performing a function m-house versus outsourcing 
(such as advocated in Circular A-76) assumes a level playing field by estimating costs 
associated with the most efficient in-house operation against the estimated cost of 
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outsourcing. In other words, the in-house function generally prepares a study to 
determine how to make it as efficient as possible and to use the associated costs as a 
basis to compete with the outsourcing proposal. In the subject comparison, this was 
not done. It appears that the estimated costs associated with the assumption that 
OPM would continue operating the investigative function reflect historical 
inefficiencies and are not necessarily reflective of current operations and costs or 
potential cost improvements. On the other hand, the estimated costs of USIS are 
based on a proposed efficient organization that not only will charge the government 
less for its services, but is also projected to be able to bring down costs even more 
through the introduction of new business. In effect, the estimated costs of in-house 
performance and contract performance are not truly comparable and thus do not 
provide support for a conclusion of what the “true” savings might be. We discussed 
this observation with the OPM consultants who said that their analysis of cost savings 
represented a judgment based upon the factual evidence at hand, as provided by OPM. 

- __ 

In June 1995, we testified before the House Subcommittee on Civil Service, Committee 
on Government Reform and Oversight, on privatizing OPM’s Investigations Service. 
(See GAO/T-GGD-95186.) We cited previous OPM Inspector General reports that 
noted several deficiencies in the management of OPM’s investigative activities. For 
example, the Inspector General reported that OPM had not been able to accurately 
forecast its investigative workload and adjust staffing levels accordingly and that this 
had contributed to operating deficits. Also, the Inspector General noted that OPM’s 
investigative services had been burdened with an excessive share of OPM’s overhead 
charges, which also contributed to the operating deficit. 

OPM’s Director also testified at the June 1995 hearing that, in order to stop the 
accumulation of deficits in its revolving fund, OPM took steps to put the investigations 
function on a sound financial footing through the development and implementation of 
an investigations business plan, which was based on OPM’s hopes for a stable market 
for the Investigations Service’s work and for high productivity from its professional 
staff. The business plan, dated May 1994, provided recommendations for increasing 
revenue and reducing costs, ensuring break-even or better operations, and positioning 
the program to operate effectively in the competitive marketplace. The plan cited the 
importance of a change in culture, a reassessment of the Investigations Service’s 
procedures and policies in light of its customer’s needs, and the marketing of current 
and new products with the needs of current federal customers in mind in order to 
provide for the overall financial security and efficiency of the program. 

These proposed improvements seem to have placed OPM in an improved position. 
However, the cost study used pricing data developed by OPM in 1994 as part of its 
fiscal years 1994 to 1998 Revolving Fund Financial Plan. According to an OPM official, 
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the prices that OPM set in 1994 reflected higher than actual costs of conducting 
investigations in order to create a surplus to use to pay down the existing operating 
deficit. OPM officials told us that more current costs were not developed because the 
Investigations Service would soon cease operations. The officials said that, if the 
Investigations Service were to continue in business, more current information would 
be developed. They also said that, because the revolving fund deficit has been 
reduced, the older, higher prices that are currently being charged by OPM would have 
to be reduced, since OPM is not allowed to keep any surplus or profit. 

CORPORATE INCOME TAXES 

As table I.1 shows, the OPM study estimates savings based on USIS’ return to the 
government, in the form of corporate income taxes, of more than $9 mihion over the 
possible 5-year period of the contract. Beyond the first 5 years, revenues are 
estimated to be about $17 million. Estimates are based on present-value terms. The 
taxes are expected to be generated from profits on (1) existing products and (2) new 
products. Table 1.2, which also was extracted from the consultant’s study, provides a 
more detailed presentation of the tax revenues expected to be received by the 
government subsequent to privatization. These figures also are present-value terms. 

Table 1.2.: Proiected Federal Income Tax Pavments bv USIS (in Thousands). 

Current products 

New products 

Total 

1996 1997 1998 1999 2000 Beyond Total 

$2,941 $2,079 $1,250 $735 $520 $7,435 $14,961 

17 195 340 545 695 9,931 11,724 

$2,958 $2,274 $1,590 $1,281 $1,216 $17,366 $26,685 

Note: Numbers may not add due to rounding and are expressed in present value 
terms. 

Source: OPM study dated March 5, 1996. 

The OPM consultant based the estimated tax revenues on income statement 
projections developed for OPM by another consulting firm. As shown in table 1.2, tax 
revenues from current OPM products are expected to decrease over the years. Tax 
revenues based on new business that USIS anticipates generating are expected to 
increase over the years. The consultant’s cost study recognized that, if the 
profitability of USIS were to be lower or higher than estimated, the tax revenues to be 
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received by the government would be correspondingly lower or higher than projected 
in the study. The consultant also correctly pointed out that the tax revenues relating 
to new products might be lower than projected in the study if the new products 
replaced existing private sector products on which taxes were already being paid to 
the government. J 

Our Analvsis 

According to OMB guidance, the potential federal income tax revenue must be 
considered when developing the cost of contract performance. We believe that the 
study appropriately considered such taxes. We recognize, however, that the amount of 
taxes ultimately paid to the government will be based on the income that USIS is 
successfully able to generate. To the extent that such income may not be realized, the 
taxes would also be reduced. As previously noted, the study recognized this 
possibility. -, 

It appears that the projected tax revenues relating to new products (new business) 
would be the most uncertain of the tax revenue projections. This uncertainty exists 
for two reasons. First, as the OPM study notes, some of the tax revenues might be 
based on new business that USIS competes for and then takes away from competitors 
currently providing such services. These competitors would in all likelihood be paying 
corporate income taxes on profits generated from such business. If USIS won 
business away from these competitors, any taxes that USIS paid from this business 
would replace taxes that its competitors would have paid. 

The second reason for uncertainties pertaining to tax revenues concerns USIS’ ability 
to parlay its position as OPM’s exclusive contractor into new, nonfederal government 
markets. Several references in OPM’s contract with USIS suggest that USIS’ access to 
federal, state, and local records for work to be done under the contract with OPM may 
be used to facilitate expanding USIS’ market for new business. The OPM contract 
with USIS also shows that OPM intends to seek authorization from OMB to perform 
investigative services for state and local governments, and if this strategy is successful, 
this work would be done by USIS under the contract with OPM. OPM’s plan would 
permit state and local governments to use USIS services on a non-competitive basis, a 
feature which could be attractive to those governments. 

In April 1996, OPM officials said they had not yet requested such authorization from 
OMB and did not know how OMB would respond to such a request. However, OPM 
requested similar authorization from OMB in 1994, before the privatization decision, as 
part of its own internal effort to make its investigative function more efficient and 
profitable. OMB denied OPM’s 1994 request, noting that “In accordance with the 
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Intergovernmental Cooperation Act (31 U.S.C. section 6506) and OMB Circular A-97, 
background investigative services do not meet the criteria of ‘specialized or technical 
services’. The Intergovernmental Cooperation Act (ICA) was intended to encourage 
intergovernmental cooperation but not upset ordinary business channels. We believe 
background investigative services could be provided by the private sector.” 

It seems to us that OMB’s rationale for denying OPM’s 1994 request may also apply to 
any new request since background investigative services do not meet the criteria of 
specialized or technical services. It also appears to us that such authorization, if 
granted, would upset ordinary business channels since other contractors would not 
have the opportunity to compete for the potential new business from state and local 
governments. Under the ICA, OPM would enter into an intergovernmental agreement 
to provide investigative services to a state or local government. OPM would honor 
that agreement through its contract with USIS, thus providing a stream of additional 
work for USIS without it having to compete for the work. -. 

PENSION COSTS 

Table I.1 shows an estimated savings to the government from reduced pension costs of 
about $12 million, based on present-value terms. Pension savings would be realized 
for two reasons. First, since the amount of an employee’s annuity is based on the 
average of his/her high-3 years of pay, this amount would be lower for those OPM 
employees who were terminated from federal employment at the time of privatization, 
because they would no longer receive federal pay raises. Second, the annuity as a 
percentage of the average high-3 would be lower because an employee’s completed 
years of service would be fewer upon termination than if the employee had continued 
his or her employment with OPM. The consultant prepared separate calculations for 
those OPM employees currently under the Civil Service Retirement System and those 
employees under the Federal Employees Retirement System. 

In its study, the consultant also recognized that some current OPM employees who 
would be terminated due to the privatization would qualify for an immediate annuity 
under federal retirement rules. The consultant calculated the costs attributable to 
those immediate retirements and factored those costs into its calculations of the 
estimated net reduction in the government’s pension liability resulting from the 
privatization. 

Our Analvsis 

We do not question the methodology used in arriving at estimated pension savings to 
the government due to the termination of affected federal employees upon completion 
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of the privatization. We noted, however, that the study depicts these savings as 
occurring in the first year of privatized operations, although the study also recognized 
that such savings would actually be realized over a period of years. According to the 
consultant, because the economic event inducing the savings occurs immediately at 
the time when OPM terminates its investigations functions performed by federal 
employees, it was decided to reflect the full present-value benefit of the pension 
savings in the first year after privatization. 

In our opinion, the recognition of these savings in the first year of operation is not 
consistent with the treatment in the cost study, as shown in table 1.1, of other cost 
elements, such as corporate income tax revenues and savings achieved through lower 
prices for investigations. Although the presentation in the study of the anticipated 
pension savings does not affect the overall calculation of cost savings to the 
government, it does make it difficult to assess the potential savings or loss to the 
government in the first few years after privatization or when the break-even point 
might reasonably be expected to occur. . _. 

We asked the consultant to calculate the effect of spreading the $12.1 million of 
pension cost savings over time to reflect the actual yearly net savings. On May 6, 
1996, the consultant provided us with the data shown in table 1.3, which indicate that 
spreading the pension savings would result in a $5.7 million loss during the first year 
of the privatization. This loss would not be recovered until the fourth year of the 
privatization. 

Table 1.3: Revised Summarv of Benefits and Costs of Privatization (in Millions1 

Note: Numbers may not add due to rounding and are expressed in present value 
terms. 

Source: OPM consultant, May 6, 1996. 
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SEVERANCE PAY 

The OPM study considered the principal cost to the government of the privatization to 
be the severance pay to the employees whose federal employment would be 
terminated. This amount, estimated on the basis of present value to be more than $8 
million, was deducted from the estimates of savings in order to determine the net 
savings resulting from the privatization. 

Our Analysis 

According to OMB guidance, any one-time costs incurred because of the conversion 
from in-house performance to contract performance should be recognized in the cost 
comparison. We believe that the deduction for estimated severance pay to terminated 
employees is an appropriate and necessary reduction from the overall savings 
estimates, and is in accordance with OMB instructions. - -’ 
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AGENCY COMMENTS FROM OPM 

OFFICE OF TllE DIRECTOK MAY 28 I998 

Mr. Timothy P. Bowling 
Assu&eD&ztor,FedemlWorkf&e 

andManag~t&sucs 
united StatesGAccountingoFlice 
wasthgml,Dc 20548 

Dear Mr. Bowling: 

Thankyoufc#yourlet&ofMay16, 1996,withwhichyoufomardedadraftversionofyour .- . . . , PwQ~report~~~-reqwsten~Yo~clmBna4rsL9 w- 
7 WeappraeiatetheopporBktytocommart. . 

Yourreportisbased~ananalysisof~cost~tydonefbrOpMby 
Kormendi/Gardner Partners, a private mting link This study, as you point aut, 
concluded that privatizing the limstigations Service as propsed by OPM would save the 
taxpayersintherangeofS6Omillioaunder conserdve assumption6 to SlzO million under 
optimistic assumptions. Savings would come i?oxn the gonmmmt by ‘(1) paying less for 
inYcstigation szrviccs, (2) paying less in pension costs for Investigaticnu Senke employc# 
whoatetolosetheirfederalemploymcntaRerprivatizatlon,andQrc#ivingcoIporate 
income taxes tim the priwizd opzation.’ 

Onpage4ofyourdr& youexpressaamccrn aboutanasmnptionusedintheprice 
reduclioncitegoryof!4avings, inthatKormald3Gardncrr~tbcpricescunmtly 
charged by OPM to its customers. You c&c Oh4B Circubr A-76 as inshucting agencies to 
determine the most efikient and c&rtivc in-hour cqemim far an activity that may be 
outsod. Asyouknow,withiespectLoanycost-kncfitmmparison,aspartofthsinitinl 
review, OMB dewlo@ edmates of govuomeat-wide savings to be naliaed by priMtizing 
OPIWsinvestigationandtrainingfuncdonn. Undcrthcuxdq~~~andgroundbx&ingappn=h 
p~~here-~tbat,proceadingarithprivatitatianbycontraaarith~~OP~~- 
OMBhasinformcdOPMthatnofinthacosfanaiy~isrcquiredofOPMp~tbDOMB 
CkularA-76inordertopxlc4zd. 
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YouscatethatthepriccsOPMgavetothecarsultant~astinthecost~ydidnotretlect 
the Investigations Senkc at its most efkient. Jf you equate being most &i&at with break- 
ev~OperatiOnundaaurnvorvingfund,thepiagrambaa~thatleveIforonlyabout3 
ycarsoutoftht~12,andhasnotbecnablttosuttain~levelforvaylong,fornasons 
beyond its control. The Inv&gations &vice has no control over the amount of work it 
rsxeives or where the work falls gmgnqhically and m &iciea~tly and efktiveiy respond 
quickly enough to market changes to avoid fiscal harm given the public sector oonstraints 
whichlimitourabiitodoso. 

Whileitistruethattheprogram~dcvJapedatnrcbudntsz-lilrewimtationandhastahnin 
~thanithasspmtf~~~~,~ofthcendofMarcbofthisycaritwasEtill 
running a revolving fimd dekit in the amount of S3flO thousand. Efkicncy could not be. 
absoluoely gauged until a break-even operation was reached and maintainal, which could 
amtiauctobeproblematicalgiventhevagariesofourpro~. 

Youidentifyascumd wncern involving the consullan~‘s’anTAly!& of the luiucxd fkdelal 
pcnsionwststhatwouldmultfrom~~,inthatthcstudydcpictsthescsavingsasall 
occuninginthefirstyearofthcprivatizedopuAms. Asyourdraftlaterstateswpage6 
thattheconsulOuntprovidedyou~~anvisedeftimattofthereducedpeasioncostssprrad 
over a period of years, WC assumethirisnolongeraconcem. 

Onpage6ofyourdraft,puidartifyacanccm,firstrtotadin~draftletta~thc 
primtization of OPM Investigations, ngarding the ability of the priMtized company to oh& 
~lacmdsustdin~investigatiO~S.AsWe~inaUrcO~cntsOnthat 
earlier driif& we are ddmt that OPM will be able to obtain whatever information it neck4 
to ensure complete, high quality inv&gative products. OPM will manage the collect& of 
dataand~inamannattratallowsno~miscto~atoellen~. 

Weare~~yourdraffsbrtEsthatyou’havenoreasontoq~onthecoststudy’s 
general conclusion that prition would be likely to produce a net savings to the 
governmalt in the long term.” Any delay in implementing the contract would have the counter 
productive result of cutting into those savings. The prqjazted savings to the taxpayer whm 
coupled with theseamkss transition for OPM’s customers and humane went of OPM’s 
imestigations staff, cutainly justiiies the effort we have made in this priW process. 
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